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PREFACE 


This study is concerned with a problem too often neglected by 
many otherwise careful persons. Due to either negligence, a 
confidence in extended life, or a feeling that his estate will be too 
small to need a will, a person is prone to postpone the matter of 
“setting his house in order” in anticipation of his own death. 

Mr. Goodman is well qualified to write on the practical aspects 
of planning an estate. In addition to his connection with the 
Accounting Department of Baylor University, he is a practicing 
attorney and certified public accountant, specializing in the field 
of taxation, which embraces both law and accounting. His experi- 
ence in helping to set up estate plans is the background from which 
this paper is written. 

It is hoped that this paper will call to the attention of the 
reader the desirability of planning for the continued good manage- 
ment of his property after his death. 


Edwin F. Moore 
Director of Research 
School of Business 
Baylor University 


‘ 
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INTRODUCTION 


Hundreds of articles, editorials, pamphlets, brochures and 
even books, have been written on the general subject of estate 
planning during the past few years. Life insurance companies 
have been the leaders in the development of the estate planning 
field. They recognize that, in the broad sense; every life insurance 
policy that is written is part of an estate plan. They also recognize 
that, in the narrower sense, life insurance can solve many of the 
problems and needs that arise in the planning and analysis of a 
large estate. 

The trust departments of banks have also done a great deal 
in disseminating information about estate planning. They have 
sponsored conferences and institutes for the purpose of instructing 
professional men interested in this work. They also furnish infor- 
mation to their general customers relative to use of estate plans. 
These institutions have shown how the facilities of the bank and 
particularly those of the trust department may be of use to persons 
faced with the problem of planning an estate. The activities of 
lawyers and accountants in this area have not been so generally 
apparent to the public because these men, bound by their respective 
codes of ethics, are not permitted to advertise their services in this 
or in any other area. 

No writing should be attempted unless there is a definite pur- 
pose and need for the publication. The author has read and studied 
many of the above-mentioned publications in the field of estate 
planning and has found that a large amount of this material is pre- 
pared as instructional material for the benefit of professional men 
working in this field. This is especially true of material furnished 
by life insurance companies whose primary purpose in doing 
research of this nature is to inform their own company salesmen. 
They show these salesmen how they may present the solution of 
these problems to their clients. Such a solution usually involves the 
purchase of life insurance by the client. 

The banks have probably done more than any other one group 
in furnishing information to the general public on this subject. 
Here again, however, conferences and institutes are held primarily 
for the benefit of professional men who are trained or who are 
desirous of being trained in the estate planning field. It thus 
appears to the writer that the greater portion of all the materials 
published on this subject are prepared to be understood by the 
professional man who is partially trained or who is at least at- 
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tempting to become competent in the field. Therefore, it would 
seem that there is a need for further presentation of information 
to the average layman who is interested in his own personal estate. 
This material has been developed to meet that need. It should be 
clearly understood at the outset, that this publication is not written 
primarily for the instruction of the professional man, but it is 
written to inform the average layman, untrained in the field and 
unfamiliar with the terms generally used by estate planners, who 
is anxious to learn more about the efficient management and over- 
all planning of his own estate. 

The above paragraphs are intended to clearly define the purpose, 
scope, and need for this publication, It now becomes necessary to 
define the term which is used so generally to describe this entire 
area—Estate Planning. To the average person the word “estate”’ 
may mean the property remaining after the death of its owner. 
The word is actually much broader since the estate, or property, 
is in existence whether its owner (or former owner) is alive 
or dead. This should make it apparent that estate planning involves 
the acquisition, management, and disposition of property through- 
out the life of the estate owner, as well as its ultimate disposition 
after his death. 

Another common misconception among laymen is that the sole 
reason for estate planning is avoidance of high taxes. Taxes may 
present definite problems, especially in the case of large estates, but 
certainly there are many other considerations that are encountered 
in the planning of an estate. Protection for loved ones, providing 
for education, meeting emergencies, and conservation and manage- 
ment of the estate are all factors which may be more important than 
the tax considerations in a given case. Thus it should be clearly 
understood that even though taxes receive a great deal of emphasis 
in this area there are many other important factors to be con- 
sidered in the planning of any estate. 


THE ESTATE PLANNING TEAM 


It would be quite unusual if one individual were to become an 
expert in all of the phases of estate planning. There are many dif- 
ferent’ phases, all of them complex, and it may take several 
men, each an expert in his own phase of the field, to plan an estate 
in a competent manner. It may be necessary to use the follow- 
ing men in forming a successful over-all estate plan—a lawyer, 
an accountant, a life underwriter, a trust officer of a bank, and an 
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investment counsel either for real estate, for securities, or for other 
investments. Each of these men has an important function to per- 
form. They should work together efficiently as a team, each lend- 
ing his support and making suggestions about the phase of the plan 
or problems that arise in his particular complex area, 

In choosing these men for advisers, it is wise to select a man 
in each area who has established himself as a specialist and who is 
particularly trained and experienced in estate work, In this day 
of specialization one would not go to a surgeon if he needed his 
eyes examined for glasses. Also one would not go to a patent law- 
yer if he wanted a divorce. Likewise, in choosing a man competent 
in the field of estate planning, care should be taken to select one 
who has devoted time and effort toward training himself as a 
specialist in such work. 


The Lawyer. Although it would not be fair to state that one 
man is more valuable on the team than any other, certainly it should 
be understood that the use of an attorney is a “must.” No other 
person is as well trained in reading and interpreting the law. The 
law of descent and distribution, the law of wills, the law of adminis- 
tration of estates of decedents, the state inheritance tax law, the fed- 
eral estate and income tax law and the laws pertaining to the own- 
ership of property and to inter vivos and testamentary transfer of 
property, all will have a definite bearing upon each phase of the es- 
tate plan. It would be unwise to attempt a plan without the serv- 
ices of a lawyer who is specifically trained in these matters. Any 
legal instruments which need to be drawn, from the simple ordinary 
contract to the complex will and trust provisions should be pre- 
pared by a legal draftsman. The other members on the team will 
readily advise that an attorney must be consulted in the interpre- 
tation of the law and in the drafting of legal instruments. 


The Accountant. The accountant is another essential mem- 
ber of the estate planning team. Again, the services of a specialist 
in the field are required but there are very few practicing account- 
ants today who have not had experience in income tax and estate 
tax planning. The accountant is necessary to gather the 
financial data pertaining to the estate and to present such data in 
an acceptable manner. Determination of the amount and character 
of the assets and the liabilities and the net worth of the estate are 
accounting problems. The determination of the net income for tax 
and other purposes is also an accounting problem which involves 
such matters as depreciation, depletion, cash and accrual basis, 


8 BAYLOR BUSINESS STUDIES 


amortization, and other technical determinations which are pecul- 
iar to the accounting profession. The lawyer, the insurance man 
and others are generally not qualified to handle these accounting 
problems. 

Another area in which the accounting profession has distin- 
guished itself is in the area of taxation. The accountants whose 
work has always consisted primarily of the handling and presenta- 
tion of financial data have taken the lead in the preparation of tax 
returns and in the study of tax regulations as they apply to such 
financial data. There is an area in the field of taxation where the 
accounting and legal professions overlap. Conferences with the Bu- 
reau of Internal Revenue, presentment of claims in the courts, and 
the trial of tax cases often require the services of both the lawyer 
and the accountant. The American Bar Association and the Ameri- 
can Institute of Accountants have issued a joint statement of ethics 
and policy, requiring the members of each profession to call in a 
member of the other profession when such services are warranted. 
This arrangement is an excellent example of cooperation necessary 


by the members of the estate planning team being presently dis- 
cussed. 


The Life Underwriter. As stated above, the life insurance 
companies have taken the lead in the development of material in 
the estate planning field. It also has been mentioned that every life 
insurance policy written is part of someone’s estate plan. The av- 
erage person may not realize the complexities of the underwriting 
field. He may think of a life insurance salesman as a happy, care- 
free individual who has nothing to do but go around mingling with 
prospects and to write the order or application each time he makes 
a sale. Actually, life insurance underwriters are now subject to 
more rigid ethical, educational, and training requirements than in 
the past. This is giving them a professional status which is rapidly 
approaching that enjoyed by the older more recognized professions 
of law, medicine, and accounting. In order to be qualified in this 
field one must have intensive training in many phases of actuarial 
science, business management, investments, tax laws, and estate 
planning. The preparation of an estate analysis by a life insurance 
underwriter is a complex task and only one well trained and ex- 
perienced in the many phases of underwriting will be able to ac- 
complish this in a competent manner. 

It can now be seen that there is some overlapping in the areas 
of the first three members of the team. This need not be an obsta- 
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cle. With proper cooperation by all concerned each adviser can 
lend the benefit of his training and experience toward the prepar- 
ation of the best possible over-all plan. It would be unwise, if not 
impossible, to do without the insurance underwriter in the deter- 
mination of the proper clauses to be used in the insurance contracts, 
the naming of the beneficiaries, providing for contingent benefici- 
aries, and the selection of the most advantageous plan for distribu- 
tion of the proceeds of the policies. 


The Trust Officer. The trust officer of a bank has a full time 
occupation dealing with estates both before and after death of their 
owners. There is no other member of the team whose duties keep 
him so specifically involved in estate problems. The management 
of entire estates, the administration of estates, the administering of 
trust provisions of inter vivos trust instruments and of wills, and 
the disposition and distribution of estate property, all are activities 
which constantly affect the trust officer. It is probable that he has 
had more direct experience with the handling and administration 
of estate and trust property than any other member of the team. 
The trust officer is able to furnish practical counsel on problems 
that will arise in the management, investment, and administration 
of the estate property. Certainly he should be called upon to review 
any instruments drawn in connection with the estate plan and 
should be able to make suggestions concerning the advisability of 
the transaction. 

There should be no professional jealousy among members of 
the team and the lawyer who draws the will should not hesitate to 
have it reviewed by the trust officer before it is finally executed. 
This is especially true where the bank is to act as executor or 
trustee or is to have some other responsibility in the administration 
of the estate. Banks, accountants, and life insurance companies are 
generally willing to state at the outset that they have no intention 
of practicing law and are quite anxious to work with the particular 
lawyer of their clients in arriving at the best over-all estate plan. 


The Investment Counsel. It may be possible in some instances 
to find a person who is qualified to fill more than one position on 
the estate planning team. For example, one who is both a lawyer 
and an accountant and who is doing specialized work in that field 
may be able to serve in the first two capacities. As another exam- 
ple, the officer of the bank may be experiencd in trust and estate 
matters and might also be well qualified to advise on questions of 
proper investments either before or after the death of the estate 
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owner. On the other hand it may be wise, and even necessary, to 
consult one who is more experienced in the field of the particular 
investments. If the estate consists of a substantial investment in 
real estate, a qualified real estate dealer or appraiser should be 
consulted relative to the proper methods of acquiring, managing, 
and disposing of real estate holdings. As an appraiser this member 
of the team will be able to assist in estimating the valuation of the 
property which ultimately leads to an analysis of the possible estate 
tax liability. If there are rights in oil and gas properties involved, 
it may call for a specialist in that field in order to make wise de- 
cisions. An investment counsel or investment broker can be of 
assistance where investments in securities are involved. Some of 
these men have made a considerable study of estate planning and 
are well qualified to be on the team. This may be particularly neces- 
sary where long-range investments are being considered as part 
of the over-all plan. 


Summary. It is quite improbable that the average estate owner 
will sit down at one time with a group of the five or six or seven 
men. In very few cases will all of these men be necessary, or even 
if necessary, will all of them be called in at once. It is more likely, 
however, that the individual will consult with these advisers one at 
a time or in small groups concerning mutual problems. The 
average person is somewhat reluctant to discuss the confidential 
matters of his financial position with a number of different people. 
However, he will probably receive the best results by choosing his 
consultants wisely and then placing his confidence and trust with 
his lawyer, his accountant, his life underwriter, his banker, or his 
investment adviser. Each of these men may be necessary in arriv- 
ing at an efficient over-all estate plan. 


ESTATE SHRINKAGE 


Although it has been stated above that taxes are not the only 
factor to be considered in the making of an estate plan, they cer- 
tainly are one of the primary considerations, especially in large 
estates. There is so much discussion these days about the shrink- 
age in estates caused by estate taxes that one is inclined to believe 
that the estate tax rates are somewhat comparable to our present 
income tax rates. Although radical changes have been made in 
the determination of estate taxes (both in 1942 and in 1948) the 
estate tax rates have not been changed since September 20, 1941, 
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when they were increased by the Revenue Act of 1941. They are 
much lower than the income tax rates which have been raised 
six times since 1941. Table I shows an analysis of the income 
and estate tax rates. Actually, the two tax rates are not on 
a comparable basis since the income tax is a tax on the annual 
income which is produced by capital, labor, or other means, while 
the estate tax is based upon the value of the capital or corpus of 
the property itself. When this difference is clearly understood, it 
becomes interesting to note the effect of the graduated rates on a 
given base as shown in the table. 

In analyzing tax rates it is necessary to distinguish between 
the “average dollar rate” and the “last dollar rate.” A tax of $30,- 
000 on a base of $50,000 is an ‘‘average dollar rate” of 60 per cent, 
but the tax rate on the last dollar of the $50,000 is 77 per cent. 


TABLE I. 
GRADUATED INCOME AND ESTATE TAX RATES! 
INCOME TAX ESTATE TAX 

Dollar Amount Average Last Amount Average Last 
Amount of Dollar Dollar of Dollar Dollar 

of Basis2 Tax3 Rate Rate Tax* Rate Rate 

$ 10,000 $ 3,000 30% 

100,000 70,200 70% 90% 4,800 5% 18% 

250,000 206,700 83% 92% 50,700 20% 33% 

500,000 436,700 87% 92% 139,000 28% f 

1,000,000 880,000 88% 88% 345,000 34% 44% 


1Tax rates are those in effect for the year 1952. The amount of tax is 
given to the nearest $100 and the rates of tax to the nearest even per cent. 


2The basis in the computation of the income tax is the amount of income 
remaining after subtracting all deductions and personal exemptions. 

The basis in the computation of the estate tax is the amount remaining 
after all deductions, but before allowance of the specific exemptions. 


3The amount of income tax is computed for a single person. A married 
couple filing a joint return could have exactly twice the income shown and 
the rate of tax would be the same, e.g., a married couple with $20,000 income 
subject to tax would pay approximately $6,000 tax, the same average rate as 
a single person with $10,000 income. 

4The amount of estate tax is computed for a decedent without a surviving 
spouse. 


Federal Estate Taxes. In analyzing the effect of the federal 
estate taxes, the total burden or shrinkage in the estate must be 
considered. This includes the tax to be paid at the death of each 

spouse. In Table II the purpose of the first two columns is to 
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show that when one spouse dies leaving a surviving spouse, only 
the share of the community property belonging to the deceased 
spouse is subject to tax. As explained in the note below the table, 
the same figures will apply where separate property is involved 
if the maximum marital deduction is allowed. The marital deduc- 
tion is the equalizing feature of the Revenue Act of 1948 which 
put the residents of non-community property states on a basis 
similar to that in community property states. The effect of the 
marital deduction will be explained in more detail later. 


TABLE II 
FEDERAL ESTATE AND STATE INHERITANCE 
TAX TABLE 
VALUE OF PROPERTY FEDERAL STATE TOTAL 
AFTER ESTATE INHERITANCE DEATH 
DEBTS AND EXPENSES TAX! TAX? TAXES 
Leaving Leaving no 
Surviving Surviving 
Spouse? Spouse3 
$120,000 $ 60,000 ee $ 450 $ 450 
160,000 80,000 1,600 850 2,450 
200,000 100,000 4,800 1,250 6,050 
300,000 150,000 18,000 2,750 20,750 
400,000 200,000 33,000 4,250 37,250 
600,000 300,000 63,600 8,250 71,850 
800,000 400,000 96,200 12,250 108,450 


1Computation of the Federal Estate Tax includes the Additional Federal 
Estate Tax and the Basic Federal Estate Tax after deducting the credit 
allowable for State Inheritance Taxes Paid. 


2Computation of the State Inheritance Tax does not take into account the 
$40,000 exemption for life insurance provided by the laws of the State of 
Texas and assumes all property is left to Class A beneficiaries. 


3These same figures apply to community property or to separate property 
where the maximum marital deduction is allowed. 


In Table II it can be seen that if a husband died with an estate 
of $120,000, there would be no estate tax to pay at his death. 
However, if the wife died thereafter before any change or other 
disposition had been made of the property, she would have an 
estate of $120,000 also, and, since she would be leaving no surviving 
spouse, the value of her property would be entered in the second 
column and the estate tax would be somewhat over $4,800. There- 
fore, the tax picture may look all right when considering the 
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situation after the death of the first spouse since only one-half of 
the estate is taxable. However, when the second spouse dies, tax- 
wise, it is the same as an unmarried individual’s death. 

The disastrous effects of the doubling of the second estate 
can be avoided in several ways. The husband might draw his will 
so that his share of the community property (or the remaining one- 
half after allowance of the marital deduction ) is left directly to the 
children. As an alternative, this property might be left to the wife 
in trust for the children. A third possibility is to give the wife a 
life interest and the children a remainder interest in the property. 
In any of the situations this one-half interest in the original estate 
is not included in the estate of his wife when she dies. 

Again by looking at the tax table an example of the tax. 
saving involved in the above paragraph becomes apparent. If a 
man died leaving an estate to his wife of $300,000, the tax at his 
death would be $20,750. If she died leaving the same estate to the 
children, the tax at her death would be $71,850, making a total tax 
burden or estate shrinkage of $92,600. On the other hand, if one- 
half of the estate were left to his wife for her life with a remainder 
to the children, that one-half of the $300,000 estate would not be 
included in the estate of the wife at her death. Consequently, the 
tax at his death would be $20,750. At her death it would be 
$20,750 again, making a total of $41,500. Such a plan then would 
result in a combined tax saving for the entire estate of $51,100. The 
children in this instance would receive $51,100 more than they 
would have under the usual laws of descent and distribution. 

If the estate consists entirely of community property, the 
estate tax analysis is simplified. The share of community property 
belonging to the decedent’s spouse is excluded from the basis subject 
to tax. If separate property is involved, the marital deduction must 
be considered. As stated above, the marital deduction inaugurated 
by the Revenue Act of 1948 had as its purpose the equalizing of the 
tax burden between persons residing in community property states 
and those living in non-community property states. However, the 
same law applies to separate property owned in a community 
property state. The marital deduction law provides that if a spouse, 
assumed here to be the husband, leaves his wife at least one-half 
of his adjusted gross estate (or in the case where there is both 
community property and separate property it would be one-half 
of the adjusted gross estate exclusive of community property), 
the husband’s estate would be allowed a deduction for the one- 
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half left to his wife. Certain types of bequests will not qualify for 
the marital deduction. In simple language, in order for the property 
to qualify for the marital deduction it should be left to the wife 
outright. A terminable interest, such as a life interest or any 
interest given to the wife which terminates at her death or over 
which she has no control of the disposition, will not qualify. A 
bequest to a trustee in trust for the wife which leaves her with a 
general power of appointment so that she can determine who will 
ultimately receive the property is acceptable for the purposes of 
the marital deduction. 

The law provides in essence that in the case of separate 
property or property in non-community property states, a deduction 
up to one-half of the value of such property may be allowed. In 
general terms, the wife must be given an interest which ordinarily 
would be included in her estate, if not disposed of by her during 
her lifetime. In a case where there is both separate and community 
property to be left, the husband’s bequest to his wife of his share 
of the community property will be allowable as property going to 
make up all or part of the material deduction but, of course, the 
maximum marital deduction will still be measured as one-half of 
the value of the separate property. This means that it would not 
be necessary for the husband to leave one-half of his separate 
property to his wife in order to get the maximum marital deduction. 
He could leave a portion of his interest in the community estate if 
that arrangement were more suitable for a successful estate plan. 


State Inheritance Taxes. Reference should be made to the 
importance of the state inheritance taxes. Table II shows that they 
are a factor to be considered and they do cause some estate shrink- 
age. In large estates, the shrinkage from state inheritance taxes is 
not nearly as much from federal estate taxes. It should be noted 
that an assumption is made in the table that all of the property is 
left to the decedent’s lineal relatives, who under Texas law 
are known as Class A beneficiaries. If the property is left to 
brothers or sisters, to other relatives, or to charity, the inheritance 
taxes rates are materially higher than those shown in the table. 
If the testator has in mind providing for some member of the family 
other than lineal ascendants or descendants then the state inherit- 
ance tax may make material difference in the tax analysis. 


Administration Expenses. Although this section has dealt 
primarily with the estate shrinkage caused by death taxes, the 
administration expenses may also constitute a very material factor 
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in reducing an estate. It has been estimated! that in an estate 
of $100,000, the probable expenses of administration might run 
in the neighborhood of $8,000. It has also been estimated! that in 
an estate of $500,000, the probable expenses of administration 
might be around $35,000. Obviously, these are pure estimates but 
it does give some idea of the importance of these costs in determin- 
ing the amount that will ultimately be left for the heirs. 


Valuation of the Estate. The average estate owner frequently 
does not realize the importance of the causes of estate shrinkage 
because he does not appreciate the full value of his estate. Many 
men are not in the habit of having a statement prepared to reflect 
their personal financial position. Also, they do not realize how much 
their assets might amount to if included at present day values. One 
common error in valuation is in connection with a going business. 
Even if the estate owner has considered the value of his business, 
he may be thinking in terms of his balance sheet on which most 
of the items are carried at their original cost less depreciation. If 
a building or plant and equipment is involved, the sound value 
(which is replacement value less an estimated amount of depre- 
ciation considering the life of the building) may be much higher 
than the actual value on the books. 

Another factor often omitted in determining the value of a 
business is “good will.” The treasury agents are very quick to 
look for “good will” in appraising an estate since it is one item 
that is most frequently, by custom and by accounting principle, 
omitted from the balance sheet. Often the “good will” has more 
inherent value than the book values of all of the other assets com- 
bined. 

Another item that is frequently left out of consideration is 
the value of the personal home and of the furnishings. The home 
may have cost $20,000 several years ago but on the market today 
it might be worth $40,000 or $50,000. The furnishings may also 
have been accumulated over a period of 20 or 25 years and may 
easily be worth $10,000 or $15,000. Another item often over- 
looked is that all of the proceeds of life insurance policies in which 
the decedent had any interest are included in the gross estate. 
Many men prepare their will in terms of their property other than 
insurance and fail to consider that the estate tax will be computed 


1Jt’s Your Estate—Protect It While You Can, Commerce Clearing House, 
Inc., Chicago, 1952, p. 9. 


16 BAYLOR BUSINESS STUDIES 


on a basis including those proceeds of insurance which usually do 
not pass under the will. 


INTER VIVOS PLANNING 


The only time that an estate can be properly planned is during 
the life of its owner. After his death it is too late to do much about 
the situation. The purpose of this section is to consider active 
measures that can be taken by the estate owner during his lifetime 
which will reduce the over-all estate shrinkage explained above 
and which will more nearly accomplish the purposes which he 
needs to have taken care of both before and after his death. 


Life Insurance. During the early years of life, about the 
quickest way that a man can build up an estate is through the 
medium of life insurance. He signs the contract and at the same 
time he has immediately created a valuable estate which ripens and 
matures at his death. This is true even though he should die im- 
mediately. As explained above, life insurance holds many advan- 
tages which outweigh the disadvantage of its being included in the 
taxable estate. The average estate owner is generally not cognizant 
of the number of different purposes which life insurance can serve. 
Many of them fall appropriately under this heading of inter vivos 
planning. 

Probably the primary reason for buying life insurance is to 
provide protection for the family of the insured in the event of his 
early and untimely death. This is only one of its many uses in the 
area of estate planning. Another justification for using life insur- 
ance is that it provides one of the best means of assuring the 
presence of sufficient liquid funds to prevent the forced sale of 
other assets to meet obligations for estate taxes and expenses of 
administration. Insurance is usually made payable directly to the 
beneficiary. Therefore, since it is not subject to probate and 
administration expenses, it does not incur an abnormal shrinkage 
and may provide an excellent means of accumulating funds for 
the instant needs of the beneficiaries. 

Taxwise, it has several other advantages. It should be 
observed here that life insurance proceedsare included for estate tax 
purposes but are generally not taxable as income. If the proceeds are 
paid to the beneficiaries in lump sum or over a period of time in 
installments, no part of the payments are subject to income tax. 
This is true even though a portion of the payments must necessarily 
be made from income earned on the original corpus of the proceeds. 
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There is another factor concerning life insurance that is often 
overlooked by the estate owner. In the early years when the estate 
is not so large there is no immediate estate tax problem and it may 
not be considered necessary to buy life insurance for the purpose 
of meeting estate taxes. However, in later years when the estate 
has grown into a sizeable one, and when there is definitely an estate 
tax problem, the estate owner may have become uninsurable and 
it may be too late to buy the insurance he needs to protect his 
estate against losses from forced sales of assets. A man never 
knows when he is going to become uninsurable. It would be wise 
to consider as a part of the estate plan the future prospective earn- 
ings and a prospective tax picture even though at the present time 
the estate is not large enough to warrant a provision for the pay- 
ment of taxes. 

One other interesting tax feature of life insurance is that if 
the insured has none of the incidents of ownership in the policy 
and does not directly or indirectly pay the premiums, then the 
proceeds of such policy will not be included in his estate at his 
death. Incidents of ownership include the right to change the 
beneficiary, the right to surrender the policy for its cash sur- 
render value, or the right to borrow upon the policy. To acquire 
this advantage the above-mentioned requirements must be carefully 
met. This becomes particularly difficult in a community property 
state. If the wife buys a policy on the life of her husband and pays 
premiums with community funds, the husband is indirectly paying 
a portion of the premiums. Even if the wife uses income from 
her separate property to pay the premiums, such income would be 
treated as community property. In this case about the only pos- 
sibility is for the wife to use her separate principal as opposed to 
income. If she has separate income from property which is not 
subject to the laws of the community property state, such amounts 
would qualify under the requirements stated above. Of course, the 
insured’s children could do likewise. In the latter case it would 
be necessary to make certain that when the children paid the pre- 


miums on the policy they were not indirectly using the insured’s 
funds. 


Inter vivos Gifts. Another example of a measure that can 
be taken during the lifetime of the estate owner is the distribution 
of part of the estate to ultimate beneficiaries through the medium 
of inter vivos gifts. Such gifts must be made without any reserva- 
tion of rights to title or income to be considered valid for tax 
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purposes. This is a feature peculiar to the tax law, since under 
general law a gift with certain of these reservations might con- 
stitute a legal transfer. Assuming, then, that gifts made for this 
part of the estate plan are irrevocable, it is interesting to note the 
tax saving that can be effected. The general provisions running 
throughout the tax law as provided by the Revenue Act of 1948 
(inaugurating the community property principles into the Federal 
law) apply to gifts so as to make any property given by the hus- 
band presumed to have been given one-half by the husband and 
one-half by the wife. 

Briefly, the gift tax exemptions and exclusions are as follows. 
Each individual has a lifetime exemption of $30,000 which can be 
used at any time during his life. In addition to this life- 
time exemption, one is entitled to an exclusion of $3,000 given 
in each year to each donee. This means that a husband and wife 
in one year could give $72,000 worth of property to their son and 
daughter without having any gift tax to pay. Each is presumed 
to have given one-half of the gift. In subsequent years they could 
give to this same son and daughter a maximum of $12,000 a year 
without being obligated to pay any gift tax. 

When there is a sizeable piece of property which the estate 
owner desires to have removed from his estate, in many cases it 
would be better to give the property away and pay the gift tax 
since the gift tax rates are significantly lower than the estate tax 
rates. Of course, an additional advantage is the fact that the pro- 
bate and administration expenses on the property transferred by 
gift are eliminated. In addition to these tax advantages the income 
from the property will be taxed (after the gift has been completed ) 
to the donee and not to the donor. It has been estimated! that in 
a $300,000 estate belonging to a husband and wife, if $100,000 was 
given away and thus removed from the estate, the net saving in 
estate taxes would amount to some $25,000. This saving was com- 
puted under the assumption that the property at the death of the 
first spouse was left outright to the surviving spouse and thus the 
remaining $200,000 of the estate not given away would be included 
entirely in the estate of the surviving spouse. This substantial 
saving is caused by the fact that the removal of the property given 
from the estate removes the value from the upper brackets of 


1Jt’s Your Estate—-Protect It While You Can, Commerce Clearing House, 
Inc., Chicago, 1952, p. 13. 
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estate tax computation. This is the reason the saving is so large 
percentagewise. 

One of the pitfalls to be avoided if possible in connection with 
the making of such gifts is the treatment of the gift by the Treasury 
Department as being made in contemplation of death. The Revenue 
Act of 1950 has partially clarified the law on this subject. If the 
donor dies within three years after the date of making the gift it 
will be presumed that he made the gift in contemplation of death. 
If this presumption is allowed to stand, the property will be in- 
cluded in his estate for estate tax purposes, and a credit will be 
allowed against the estate tax for the amount of gift tax paid. 
However, it may be proved that even though the donor died within 
the three year period there was no contemplation of death. The 
presumption may be rebutted if it can be shown with strong 
evidence, e.g., that there were bona fide motives connected with 
life rather than death and possibly that the donor was of a young 
age and that his death was extremely untimely. On the other hand, 
if the donor survives the three year period, it is conclusively pre- 
sumed (in favor of the taxpayer) that the gift was not made in 
contemplation of death. Under this part of the law it is conceiv- 
able that even though the donor may be old and feeble, it may be 
worthwhile to go ahead and execute the gift with the thought that, 
if he lingers on for three years, the gift will be recognized as valid 


for tax purposes. The property then will not be included in his 
estate for estate tax purposes. 


Inter vivos Trusts. Most well-thought-out estate plans make 
use of trusts as means of conserving assets. Through the use of 
a trust one can transfer property to his children in trust for their 
lifetime with the remainder going to the grandchildren. In this 
manner the entire estate and transfer taxes for the children’s gen- 
eration will have been eliminated. In fact, if an inter vivos trust 
is created, even if it may be necessary to pay a gift tax, the estate 
tax on two generations will be eliminated, namely, the estate tax at 
the death of the donor and of his children. The grandchildren in 
that case will receive the property without the estate tax shrinkage. 
This is an exceptionally good device to use in the case of prop- 
erty desired to be retained in the family for years. Care must be 
taken here to avoid running afoul of the rule against perpetuities 
which prohibits the delaying of the vesting of title to property over 
21 years beyond the lifetime of a person in existence at the date of 
the creation of the interest. 
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Also it has been customary to use trusts in planning estates 
where there has been a strong desire to conserve the assets and 
where the beneficiaries and ultimate heirs either are incompetent 
or have not evidenced by their conduct any such strong desire to 
conserve property as that possessed by the original estate owner. 
In the case of a spendthrift trust of this nature being created, two 
parts of the estate plan can be accomplished at the same time— 
one, to keep the corpus of the property out of the hands of the 
beneficiary and his creditors, and two, to further conserve the estate 
by the saving of estate taxes. 

In the creation of these trusts where there is more than one 
individual involved it has become desirable from an income tax 
point of view to create as many separate and distinct trusts as pos- 
sible. The reason for this is that each trust is a separate taxable 
entity for income tax purposes. If there are two children and all of 
the income is not to be distributed, it is possible to have four 
separate taxable entities for income tax purposes, one for each 
trust and one for each child. Thereby, the income from all of the 
principal is subject to tax in relatively lower brackets. Increasing 
the number of taxable entities has been a favorite tax-saving device 
of tax lawyers and planners for many years. 


Donations. It is important to consider the element of dona- 
tions to charitable, educational, scientific, literary, or religious 
institutions is making any estate plan. Under the present income 
tax law an individual can take a deduction for donations up to 
20% of his adjusted gross income in each year. If a taxpayer is 
in a 75% bracket (meaning his last dollar rate) when he makes a 
charitable donation of one dollar he is removing one dollar of taxa- 
ble income from the top of his bracket. This means that for every 
dollar’s worth of charitable donation which he gives, the govern- 
ment is actually paying seventy-five cents in the form of reduced 
taxes. In other words, as long as he stays in that bracket it will 
cost him only twenty-five cents of each dollar to make the gift to 
the organization. This is a strong influencing factor for the donor 
in making his decision as to how much to give to charitable institu- 
tions or organizations as a part of his estate planning. 

This law just illustrated applies to gifts of cash. If property 
other than cash is given to the educational institution or other 
organization, the tax saving may be even greater. Assume that 
many years ago the taxpayer purchased a piece of property for 
$50,000 and has held it as revenue-producing property since that 
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time. Let it also be assumed that at the present time he is receiv- 
ing approximately $20,000 per year income from the property and 
that its current market value is approximately $200,000. If the 
taxpayer is in the 75% bracket, this property is netting him after 
taxes only about $5,000 per year. If he were to give this property 
to an educational institution it would be valued for the purposes of 
a donation at its fair market value, namely, $200,000. All the tax- 
payer would relinquish is the net yield of $5,000 per year. His gain 
would be considerable. Assuming the gift could be spread out over 
enough years so that the maximum benefit could be taken of the 
20% allowable deduction from adjusted gross income and assuming 
he has enough outside income so that he is still in or near the 75% 
bracket after taking the deduction for the donation, the net result 
of the gift would be a saving of approximately $150,000 in income 
taxes. The taxpayer might not have made this much gain by sell- 
ing the property for its market value. If the property was not 
treated as a capital asset his tax on the gain would have been 
$112,500 (75% of $150,000) and the taxpayer would have only 
$87,500 left after paying his taxes. Even if it was a capital asset 
he would have proceeds of only $161,000 which is the total selling 
price of $200,000 less $39,000 (26% of $150,000) tax on the capital 
gain. It is easy to see that there are many other situations where 
donations can be made almost entirely at the expense of reduced 
taxes and yet the institution gets the full benefit of the value of 
the property. Furthermore, the donor gets the full satisfaction of 
having given the gift. 


Basis of Property. As part of the estate plan it is desirable 
to consider the tax burden of the beneficiaries as well as that of the 
original owner of the estate. For example, in the giving of a gift 
to the son by either the husband or by the wife after the husband’s 
death, the result is that the tax basis of the property to the son 
is the same as the basis in the hands of the original owner. It 
would not take the fair market value at the date of gift and since 
it did not pass by devise or inheritance, it would not take the fair 
market value at the date of death as its basis. On the other hand, 
if there is any likelihood that the property might be sold and if the 
donor has a basis which is extremely low in proportion to today’s 
market values, it might be wiser not to make the gift, but to let the 
property pass at the death of its owner. 
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THE NECESSITY FOR A WILL IN ESTATE PLANS 


There are numerous reasons why a person should not die with- 
out leaving a will. In the first place, if there is no will the court 
must appoint an administrator. An administrator must furnish a 
bond equal to double the value of the assets of the estate. Every 
step in the administration of the estate must be approved by the 
court, and all of these things cause extra filing fees, extra court 
costs, extra attorney fees and in general increases the expense of 
administration. Consequently, there is considerable shrinkage of 
the estate property. In the second place, if there is no will the 
property must pass according to the law of descent and distribution 
of the state. In Texas, if a man dies leaving only community 
property, his children, even though they are minors, will be entitled 
to one-half of all of the real estate and one-half of all of the personal 
property of the estate. If the children are minors, a guardian will 
have to be appointed which means additional court costs, and 
additional expenses of administration. The children’s interest will 
have to be protected by the court until they are of age. As a result 
the wife will own an undivided one-half interest in each piece of 
property and the children, through their guardian, will own the 
other undivided one-half interest in each piece of property. The 
surviving wife will be inconvenienced in the handling of property 
held in this manner. A periodic accounting will be necessary show- 
ing the court that the children have properly received their share 
and that the estate has been properly administered. 

If the husband leaves separate property as well as community 
property the situation is even less desirable. In this case Texas law 
provides that the children are entitled to two-thirds of all the real 
estate and two-thirds of all the personal property. The surviving 
wife will be entitled to one-third of the personal property and only 
a life estate in one-third of the real estate with the remainder going 
to the children. All of the interests in the property, of course, will 
be undivided interests and the shares will be dependent upon how 
many children there are left. 

The law of the state gives a person the right when he makes 
his will to dispose of his property as he sees fit, and, further, to 
decide who shall handle the details of its management and its distri- 
bution. Failure to exercise this right by a properly drawn will 
means that his estate will be distributed strictly according to state 
law, irrespective of the relative needs of his dependents, and will 
be handled by an administrator named by the court. In the state of 
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Texas there is a very convenient group of statutes which provides 
for an independent administration of the estate if the will appoints 
an independent executor. The probate of the will, issuance of the 
letters testamentary, and filing the inventory and list of claims, are 
about all of the administrative process that needs to be cleared 
through the court. These statutes seem to be highly desirable and 
to function effectively, but the decendent cannot take advantage of 
these provisions unless he leaves a will appointing an independent 
executor as such. 

The statutes of the state of Texas provide for an equitable 
distribution of property where the husband and wife are killed at 
the same time and there is no evidence as to which died first. The 
statute is written so that the property of one spouse will not pass 
to the other before going on to the heirs. Thus, the doubling up 
of the estate tax is avoided. The statute does not provide, however, 
for this relief if one of the spouses lives for five minutes or for an 
hour or for a week. Also, although these clauses are often called 
common disaster clauses, the real problem is in the case of simul- 
taneous deaths, where they die within a short time of each other, 
irrespective of the cause. The problem is an estate tax problem 
and the section of the federal tax law which allows a deduction for 
property previously taxed to another does not apply as between 
spouses. Therefore, it does not operate to relieve the estate tax 
situation if one spouse dies within a short time of the other. The 
only way that this matter can be alleviated is through a clause in 
the will stating a presumption in whatever way the testator desires 
as to who died first or as to disposal of the property. There is a 
provision in the federal tax law which provides that a testator may 
use a maximum provision of six months in such a clause in his will. 

There are many other things that need to be provided and 
cannot be provided in any other way than by making a will. 
Instructions as to burial, guardianships for children, both of the 
person and of the property, appointment of the executor, appoint- 
ment of the trustee, instructions to the executor and to the trustee, 
removing the necessity that the executor furnish bond, providing 
for the distribution of the estate and inheritance tax burdens, and 
many other things that the testator wishes to have taken care of 
upon his death, can be provided only through the leaving of a will. 

It should not be necessary to state that there is only one 
person who is qualified to draw a will. That is the attorney. A lay- 
man should never attempt to draw his own will. He should never 
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attempt to change his will, once it has been drawn, without the 
advice of his attorney. There are many technical legal requirements 
surrounding the execution of a formal, written will. The only per- 
son who is qualified to see that all of these technical legal require- 
ments have been complied with is the attorney-at-law. He, and no 
other person, not even the testator, is capable of drawing the will 
so that it will accomplish the wishes and desires of the testator. 


TESTAMENTARY PLANNING 


In the preceding section the reasons and necessity for having 
a will were given. The purpose of this section is to give some 
examples of measures that can be taken that will take effect at 
death as part of the estate plan. 

Community Property Laws and the Estate Tax. It has al- 
ready been mentioned above that there are several things that can 
be done to alleviate the estate tax burden. The community property 
belonging to the surviving spouse, assumed here to be the wife, does 
not pass under the will. It automatically, at the date of death of 
the testator, becomes the property of the surviving spouse. The 
proceeds from insurance policies, unless they were made payable to 
the testator or to his estate, will pass directly to the beneficiaries 
and this property does not pass under the will. Consequently, it 
is not subject to administration under the estate. This leaves the 
separate property of the testator and his share of the community 
property to be provided for in the will. 

It has already been stated that in order to be allowed the 
maximum marital deduction for separate property, the testator 
must leave his wife an amount equal to approximately one-half 
of this separate estate in fee, in trust with a general power in ap- 
pointment, or with some other non-terminable interest. This 
property may be devised from the testator’s separate property or 
from his share of the community property. Assuming that this has 
been accomplished, the wife will receive a non-terminable interest 
in one-half of the entire estate. Unless she disposes of some of her 
one-half of the estate by some of the measures described under 
the inter vivos planning section above, this share of the estate, plus 
whatever she has accumulated since the death of her husband, will 
be included in her estate. There remains, then, one-half of the 
entire estate for the testator to dispose of and it will be assumed 
here that it is one-half of the separate property and his one-half of 
the community property. If the testator leaves this remaining one- 
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half of the property to his wife absolutely, the estate tax burdens 
resulting therefrom are greatly increased, as has been shown above. 

If the children are adults, there may be a need for distribution 
of this one-half of the property to the children. However, if they 
are still minors, the testator may want his wife to have the use and ~ 
enjoyment of the property while she lives or at least while the 
children are still minors. One solution that has worked fairly well 
on past occasions! is to leave a life estate in the property to the 
surviving spouse and the remainder to the children. In addition to 
this she may be given a power to sell, manage, control, and other- 
wise deal with the property as she sees fit with the only exception 
that she cannot invade the corpus of the property. This means that 
the wife can deal with the property in nearly any way she desires. 
Her only responsibility is that she must properly account for the 
principal of the original bequest for the children who are entitled 
to the remainder. Nevertheless, she still has only a life: estate in 
the property and at her death none of this one-half of the property 
which the testator has disposed of in this manner will be included 
in her estate. It probably would be more desirable to use this plan 
for income-producing property rather than for property such as 
the homestead from which no income is derived. 


Spendthrift Trusts. If the testator feels that neither his wife 
nor his children should have the power to manage and control the 
property, then the best alternative is to choose a bank as trustee. 
Its experienced and capable men in the field can manage the prop- 
erty and invest and reinvest according to their best judgment. They 
will pay over or accumulate the income for the wife and the children 
as the testator directs in the will or trust instrument. In drawing 
these trust instruments it is well to give the trustee broad powers of 
investment and management so that he will not be hampered by the 
ordinary conservative principles surrounding trusts as provided by 
the “prudent man rule” which has been adopted by the Texas 
Trust Act. The testator should have enough confidence: in his 
trustee, who will probably have been his banker during his life, to 
give that trustee the authority to do whatever the testator would 
have done if he had been there. In the drawing of these trust pro- 
visions two team members, an attorney and a trust officer, should 


1Gresham, R. N., “Planning and Drafting of Wills,’ Proceedings of Legal 
Institute of the Thirteenth Congressional District, as reported by the Official 
— Reporter, 30th District Court, Wichita Falls, Texas, October 1950, 
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be consulted, The instrument should be drawn by the attorney with 
the approval of the trust officer who is to administer the trust. 
The advantages incometaxwise of separate trusts for each indi- 
vidual involved have already been discussed. The bank may still 
administer the property and invest it all together, The trust 
property of each separate and distinct trust may be an undivided 
portion of the total corpus, 

This is another point where it is wise in the preparation of 
the estate plan to consider gifts to educational or charitable institu- 
tions. A full value deduction is allowed for all property given in 
this manner, As illustrated earlier in connection with inter 
vivos transfers, if the property has a low basis but has increased in 
market value, a substantial saving to the estate as a whole may be 
gained by the giving of property rather than money, 


Basis of Property. When property is transferred at death by 
devise or inheritance the basis of such property to the devisee or 
heir is the fair market value at the date of death (or one year later 
if the executor makes the election). Incometaxwise, here is an 
opportunity to get the benefit of a “stepped up” basis. If the testa- 
tor purchased the property many years ago or if he received it by 
gift, it is possible that the basis of the property is very low in the 
hands of the testator. If such property is transferred at death to 
the heirs, its basis will immediately be “stepped up” to the present 
market value and neither the testator nor his heirs will have had 
to pay..the-tax on the increment, during the period of time the 
property was held by the testator. The attorney in conferring with 
the Internal Revenue Agents over the valuation of property for 
estate tax purposes would do well to let the value be set at a 
substantial figure if there is any likelihood that the heirs will sell 
the property. The additional estate tax paid will be more than 
recovered in income tax saved. When the property is sold the tax- 
able gain will be less because of the higher basis set by the valua- 
tion for estate tax purposes. 


Insurance. As stated previously in this section, insurance 
proceeds payable to a beneficiary pass outside of the will and do 
not come under the administration of the estate. Because of this, 
testators in making their will quite often forget that the insurance 
proceeds may make up a considerable portion of the estate. The 
care and thought which is given to the choosing of the beneficiaries 
under the will and the interests which they are to receive should 
also be given to the disposition of the proceeds of the life insurance. 
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Life insurance gives the estate flexibility. Often the principal 
assets of the estate are tied up in a business or in permanent invest- 
ment in real estate or in some other form where they are not readily 
convertible to cash, Life insurance is so flexible that it can be used 
advantageously in several different ways. Proceeds can be taken 
in a lump sum or part in lump sum and part in any of numerous 
installment options, For example, installment options may be taken 
on the annuity basis so that payments are made to the wife and 
possibly even to the children for the rest of their lives. Amounts 
can -be set‘aside to provide for education or to meet certain other 
contingencies that may arise, In these latter cases the proceeds 
will have to be held by the company for withdrawal by the bene- 
ficiary, Once the contract for the installment option has been 
completed, the plan must be carried out. This is necessary, of 
course, because of the actuarial computations involved in the set- 
ting of the amount of the installment payments. 


Contingent Trusts. No mention has been made yet of the 
situation where the testator meets an early death and his wife dies 
before the children are grown. In making the estate plan considera- 
tion should be given to the welfare of the children after the untimely 
death of the wife. The guardianship of the children will probably 
have been provided for in either the husband’s or the wife’s will. 
The most important problem is the determination of financial pro- 
visions for these children. If all of the insurance proceeds at the 
death of the husband have been made payable to the wife, either in 
lump sum or in combination with installment options, and if such 
installment options are on an annuity basis, then at the death of 
the wife there may be very little left for the children. One method 
of preventing this unfortunate circumstance is to provide in the 
original insurance policies of the husband for installment payments 
to be made to the children after the death of the wife as long as the 
money will last. It is very difficult to compute how much will be 
available in this case because at the time the computation is made 
it is not known when the testator will die or when his wife will 
die. Both of these dates are determining factors in arriving at how 
much will be left for the children. 

A possible solution is to provide a contingent trust for the 
children in case the wife who is the beneficiary in her husband’s 
policies meets an untimely death. In that case, the proceeds of his 
policies could be paid to the trustee for the benefit of the children. 
In setting up any trust of this nature it is always well to con- 
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sider giving the trustee the power to invade the corpus and to use 
the money as he shall see fit in meeting the needs of the benefici- 
aries. In that manner if the monthly payments are small and the 
children need extra money for education, sickness, or for some 
other legitimate reason, the trustee will be in a position to invade 
the corpus and to alleviate the situation. Under most annuity plans 
of installment option plans this flexibility is not available. 

One provision that should be included in every will is the 
means by which the death taxes and expenses of administration are 
to be met. If the testator does not wish his beneficiaries to be 
charged pro rata for their share of the death taxes he may provide 
that the taxes are to be paid out of the residuary of his estate and 
that the executor shall not seek reimbursement therefor, Another 
clause that is commonly used is that the executor shall have the 
power to sell, exchange, mortgage, pledge or otherwise raise money 
in whatever way he deems best for the purpose of paying estate 
taxes, This gives him the power to use his own discretion in 
determining how the estate as a whole can best be served in raising 
the money to pay death taxes, 


CONCLUSION 


The purpose of this material as stated at the outset is to give 
the average estate owner some information written as much as 
possible in non-technical language that will help him see the need 
for planning his own estate. It has been emphasized that he should 
not attempt to plan his estate by himself but that he should use the 
estate planning team, consisting of qualified professional men who 
have had experience in the various phases of these technical matters 
that arise in the planning of the estate. There is a great need for 
coordination among these men and the estate owner so that the 
best possible plan can be arrived at and so that every problem 
arising can be carefully considered and effectively met. 

It should be emphasized again that there are many other con- 
siderations aside from the tax burden that need to be considered 
in the planning of the estate. Taxes are of primary importance and 
no decision should be made without reference to the tax effect, but, 
on the other hand, a tax-saving move should not be made which is 
offset by disadvantages in other ways to the estate. Estate planning 
must be started early and must be continued throughout the life of 
the estate owner. 


Every person should have a will. It is highly desirable even 
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though the estate is small and there are no estate tax problems 
involved, It is just as important for the wife as for the husband 
to have a will, The will should be drawn by an attorney who is 
qualified in the field. The investment program, the insurance pro- 
gram, the plan for gifts and donations, and the inter vivos or testa- 
mentary disposition of the property should all be coordinated 
through the advice of the estate planning team. 

After an estate plan has been prepared and the wills for beth 
husband and wife executed, it is necessary periodically to review 
the program and the instruments, The law is constantly being 
changed by legislative enactments, by administrative interpreta- 
tions, and by judicial decisions, Eeonomie changes may make a 
revision necessary, All of these variable factors make it desirable 
for the estate owner and his advisers to maintain the program so 
that it will accomplish the desired objectives under current condi- 
tions, 

The illustrations and suggestions herein are made for the sole 
purpose of showing in a general way some estate planning 
measures, For every rule there are many exceptions and the results 
indicated might be entirely different if the hypothesis were changed 
only slightly, No attempt should be made to use any of these 
suggestions without a competent adviser, One of the primary 
purposes of this paper is to enable the owner of an estate, small or 
large, to become cognizant of some of the problems that arise and 
of the need of a professional team to aid in their solution. 
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